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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor 
Texas Instruments Incorporated 
Dallas, Texas
The Internal Revenue Code Sections pro­
viding for the unrelated business taxable in­
come have always been confusing at best. 
Under the new law, even more confusion has 
been generated. This article will deal rather 
briefly with the unrelated business taxable in­
come as it applies to the more common types 
of exempt organizations. Under prior law, the 
unrelated business income tax was applicable 
only to a limited number of exempt organiza­
tions—generally to employees’ trusts exempt 
under Internal Revenue Code Section 401(a) 
and to religious, charitable, and educational 
organizations (except for churches and conven­
tions of churches) exempt under Section 501 
(c)(3). Also labor, agricultural, and horticul­
tural organizations (Sec. 501 (c)(5)); busi­
ness leagues, including professional organiza­
tions, chambers of commerce, and trade as­
sociations (Sec. 501(c)(6)); certain credit 
union type organizations (Sec. 501 (c)(14) 
(B) and (C)); and title holding corporations 
which pay their entire income over to or­
ganizations taxed under this Section 511 or to 
churches or conventions of churches were 
subject to the tax.
Under amended Section 511, all organiza­
tions which are exempt from tax under Code 
Sections 401(a) or 501(c) will be paying tax 
on their unrelated business taxable income. 
The only exception is the 501(c) (1) organiza­
tions which are those organizations created by 
Act of Congress. The provisions are generally 
effective for taxable years beginning after De­
cember 31, 1969; however, the tax will not be 
imposed upon churches until after December 
31, 1975 unless they have debt-financed in­
come which falls into the unrelated category 
or income from an unrelated trade or business 
which was started after May 27, 1969.
Space does not permit a full discussion of 
the changes in the rules regarding unrelated 
debt-financed income. The revision of Section 
514 provides that income from property 
financed through borrowed funds will be sub­
ject to tax in the same proportion that the in­
debtedness is to the adjusted basis of the prop­
erty. Before 1970 only rental income from 
business leases was so taxed. The new law 
reaches all investment income.
What is “unrelated business taxable income”?
Unrelated business taxable income as de­
fined in Section 512 is the gross income de­
rived by an exempt organization from an un­
related trade or business which is regularly 
carried on, less the deductions which are di­
rectly connected with the carrying on of such 
trade or business. In most cases investment in­
come is excluded and certain deductions are 
allowed, including a specific deduction of 
$1,000. These modifications as they are 
characterized in Section 512(b) are discussed 
a little more fully below.
There are several words of art which must 
be defined in order to adequately determine 
just where this is all leading. For these, it is 
necessary to turn to Section 513 and the Regu­
lations thereunder. First of all, what is meant 
by “unrelated trade or business”? That is a 
trade or business which is not substantially re­
lated to the exercise or performance of the or­
ganization’s purpose or function constituting 
the basis for its exemption. A trade or business 
means the same thing under Section 513 as it 
does under Section 162, which includes gen­
erally any sort of activity which is carried on 
for the production of income from the sale of 
goods or performance of services. A quick test 
which is not specifically mentioned in the 
Regulations but is inferred—does it compete 
with a taxable enterprise?
Specifically excluded from the definition of 
“unrelated trade or business” is any trade or 
business (1) in which most of the work is per­
formed for the organization without compensa­
tion, (2) which is carried on by a charity, hos­
pital, university, or other specified organization 
primarily for the convenience of its members, 
students, patients, employees, or others, or—in 
the case of local associations of employees 
(Sec. 501 (c)(4))—the selling of work-related 
clothing and equipment and items sold through 
vending machines, snack bars, etc., for the 
convenience of the employees at their places of 
work, or (3) which is the selling of goods 
which have been donated.
Next it is necessary to define “regularly car­
ried on.” U. S. Treasury Regulations Section 
1.513-1(c) set out certain principles which 
should still apply under the new law. One 
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must consider the frequency and continuity of 
the activity and the manner in which it is pur­
sued in comparison to commercial enterprises 
of the same type. Do not be misled by such 
precise sounding language—it is pure weasel­
ing. The running of a sandwich stand for a few 
weeks would probably not be considered to be 
the “regular carrying on” of the business, but if 
it were during the few weeks of the lootball 
season, and were the only few weeks that such 
a concession could be carried on, the result 
would be different. Running a sandwich stand 
one day a week every week of the year is 
“regular”. But holding an annual event is not 
the “regular carrying on” of an activity as the 
Regulations now stand.
The other word of art included in Section 
513 is “substantially related.” A need on the 
part of the organization for funds to carry out 
its exempt purposes is not sufficient to qualify 
an income producing activity as being sub­
stantially related to the exempt purposes of 
the organization. In order to be related, the 
Regulations (Sec. 1.513-1(d)) require that the 
conduct of the business must contribute in 
some substantial manner to the accomplish­
ment of the purposes of the exempt organiza­
tion. Therefore, the income derived from 
seminars conducted by professional organiza­
tions would be deemed to be from a sub­
stantially related activity—the holding of such 
seminars is an important and substantial con­
tribution to the purpose of the association, 
which is to advance the opportunities of its 
members and provide a forum for continuing 
education.
One of the more interesting controversies to 
arise from the struggle to define “substantially 
related” is that relating to the proper charac­
terization of trade shows. It is now reasonably 
settled that trade shows do not give rise to tax­
able income when the purpose is to promote 
demand for the industry’s products in general, 
but if the purpose is to provide a market place 
for individual exhibitors to sell their products, 
the income is taxable. The promotion of de­
mand for the industry’s products is substan­
tially related to the purpose of a trade associa­
tion. The real trouble comes, of course, in 
attempting to distinguish between the two 
types of trade shows.
Advertising income
The definition of the term “unrelated trade 
or business” is not complete without a special 
reference to Section 513(c), which was in­
tended by the House Ways and Means Com­
mittee to codify Regulations Section 1.513-1 as 
it relates to advertising income earned by 
exempt organizations in publishing magazines 
and other publications related to the exempt 
purposes of the organization. Section 513(e) 
does not sav so, but the Committee Reports do 
—advertising income will be deemed to be un­
related business income to the extent it exceeds 
the expenses related to the advertising and any 
editorial losses sustained in the publication of 
the magazine. Whether or not editorial losses 
can be made up of all of the expenses of 
publication is not clear.
Modifications to be considered
Some types of income are specifically ex­
cluded from the definition of “unrelated busi­
ness taxable income,” except in the case of 
social or recreational organizations and volun­
tary employee beneficiary associations. Other 
types of exempt organizations may exclude 
dividends, interest, annuities, royalties, rents 
from real property, and rents from personal 
property where they are incidental to and in­
cluded with a lease from real property. Cains 
and losses from the sale of property other than 
inventory are not taxed to most exempt or­
ganizations; under certain circumstances in­
come from research activities is excluded. Re­
lated expenses must also be omitted from the 
calculation of taxable income.
Exempt organizations may also deduct net 
operating losses and charitable contributions 
in determining taxable income from unrelated 
business activities. Charitable contributions are 
subject to the same percentage limitations as 
are provided in Section 170 of the Code—5% 
for corporations; 50% for trusts. These percent­
ages are applied to taxable income before the 
charitable deduction.
Special rules for social and recreational clubs
Organizations described in Sections 501(c) 
(7) and (9) of the Code must include in un­
related business taxable income all income ex­
cept for “exempt function income” which is 
further defined below. These special rules for 
social and recreational organizations and volun­
tary employees’ beneficiary associations are 
found in Section 512(a)(3) of the Code. 
Basically the special rule provides that the ex­
clusions from unrelated business taxable in­
come included in the modifications under Sec­
tion 512(b) do not apply to these two types 
of organizations.
Exempt function income is confined to mem­
bership dues, fees, or charges paid in con­
sideration for the provision of goods, facilities, 
or services to the members in furtherance of 
the purposes constituting the basis for exemp­
tion of the organization. The term also includes. 
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any investment income which is set aside for 
religions, charitable, scientific, literary, or edu­
cational purposes or prevention of cruelty to 
children or animals. It was specifically in­
tended to exempt investment income of col­
lege fraternities and sororities which is used 
for scholarships, student loans, loans on local 
chapter housing, leadership, and citizenship 
schools and services. Such uses of funds are to 
be classified as educational and charitable. 
Other special provisions apply in the case of 
voluntary employees’ beneficiary organizations.
Gains from the sale of assets used directly 
by a social club will not be recognized if the 
proceeds are used either within one year before 
the sale or within three years after the sale for 
the purchase of other property to be used in 
the performance of the organization’s exempt 
function.
Maintaining an exempt status for social chibs
The Internal Revenue Service set out guide­
lines for determining the exempt status of a 
social club in 1964 (Rev. Proc. 64-36). Under 
these guidelines, if the percentage of gross re­
ceipts from the general public exceeds five per­
cent of total gross receipts from club activities, 
the IRS casts a suspicious eye at the entire 
operation. This guideline was not intended to 
apply to investment income, but a later ruling 
(Rev. Rul. 66-149) implied that exempt status 
would be denied an organization which regu­
larly derives substantial income from invest­
ments. The Committee reports state that it was 
not intended that the imposition of tax on in­
vestment income of social clubs have any bear­
ing on the granting of exemptions. Therefore, 
it is presumed the same guidelines will apply.
How do you determine what is taxable and 
what isn’t?
In summary, it might be apropos to attempt 
to apply the rules to real life activities of 
various organizations. Starting with a 501(c) 
(4) organization, which includes garden clubs, 
service clubs such as Altrusa or Kiwanis, and 
various other types of social welfare organiza­
tions and civic leagues, what are their typical 
fund-raising activities? Rummage sales—clearly 
exempt because the goods to be sold are 
donated. Thrift shops—same result. Sales of 
light bulbs, the proceeds to be donated to 
charity—is this exempt because the selling is 
done by the members on a voluntary, or at 
least uncompensated, basis? This docs not seem 
to be the type of activity contemplated by the 
Regulations under Section 513. The example 
given is that of a retail store operated by an 
orphanage and staffed by volunteer help. Is 
this the same thing as the service club’s fund 
raising to benefit a particular welfare or civic 
project?
Another typical example is the group travel 
arrangements made by organizations other 
than social or recreational clubs. Sometimes 
income is generated by these activities. But it 
is not clear if the definition of exempt function 
income can be extended to any type of or­
ganization other than a social club. If it does, 
the income might be exempt as a charge to 
members for the provision of services to the 
members in furtherance of the exempt pur­
poses of the organization—if one of the pur­
poses of the organization is to promote fellow­
ship among the members. If the term exempt 
function income does not apply to business 
leagues, professional associations, service clubs, 
and other organizations exempt under Section 
501(c) (4) or (6), then the income from such 
an activity may be taxable. Section 513(a) 
starts out with a reasonably narrow definition 
of "unrelated trade or business,” but then 
Section 513(c) states, “For purposes of this 
section, the term ‘trade or business’ includes 
any activity which is carried on lor the pro­
duction of income from the sale of goods or 
the performance of services. . . .”
The current Regulations under Section 511 
through 513 were written to cover the imposi­
tion of tax on a limited number of types of 
exempt organizations. They do not begin to 
cover the situations which will arise with the 
extension of these provisions to so many more 
kinds of organizations. Therefore, it is ex­
tremely hazardous to attempt to use the Regu­
lations now in existence in determining what 
is going to be taxable income to the average 
exempt organization in 1970. On the other 
hand, chances of getting new Regulations un­
der these Sections in the immediate future are 
very slim. So, if second-guessing is your bag—
“At last—the perfect computer. You just feed in your problems—and they never 
come out again.”
Michigan Manufacturer and Financial Record, June 1970.
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